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REVISED opens
February 28, 1995 & March 7, 1995

Allow Limited Competition in Generation and Some Consumer Services

Within Spedlied Time Henna
Siam Specified MWLimit
Within specified Area
For Specified Types of Consumers
For Specified Activities (e.g. sale of power and energy, sale of voltage support)

For regulated services (only)
Allow Pricing Flexibility[Special Contracts
Unbundle Services
Encourage More Wholesale Competition

Possibly Require or Encourage Utilities to Spin Off Transmission
and Generation Assets

Provide Incentives to Utilities to Lower Costs (e.g. Performance Based Rate

Maintain Status Quo

Encourage Competition in Generation and Some Consumer Services

Possibly Require or Encourage Utilities to Spin Off Transmission and Generation
Assets
Encourage COmpetition Immediately
Encourage Competition Slowly and Develop Transition to Full Competition (see
limited competition above)

ll' Limited Competition Is Successful, Move Toward Unlimited Competition

Encourage Efficiency but Discourage Retail Wheeling

Allow Pricing Flexibility/Special Contracts
Unbundle Services
Encourage More Wholesale Generation Competition

Possibly Require or Encourage Utilities to Spin Off Transmission and
Generation Assets

Provide Incentives to Utilities to Lower Costs (e.g. Performance Based Rate Making)
Maintain Status Quo

Take Into Account Effects of Restructuring in Other Jurisdictions

It is assumed that Distribution and Transmission are likely to remain monopoly services and
therefore to remain under some regulation

c:\compe te \re port\options r.tbl
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DS M IS S UE S

DSM AS A RESOURCE: Why do DSM?

4

Q
4
4

0

0
0

DS M is  a  s ubs titute  for ge ne ra tion, tra ns mis s ion, or dis tribution re s ource s  a nd it ma y
be  le s s  cos tly to  s ocie ty tha n ge ne ra tion, tra ns mis s ion, or dis tribution fa cilitie s
pa rticipa nts  ma y va lue  DS M be ca us e  it lowe rs  the ir e ne rgy bills
provide rs  ma y va lue  DS M be ca us e  it is  profita ble
u tilitie s  ma y va lue  DS M be ca us e  it is  a  le s s  cos tly re s ource  tha n  ne w ge ne ra tion ,
tra ns mis s ion, or d is tribution fa cilitie s
DS M is  de cre a s ing in va lue  a s  the  ma rgina l cos t of e le ctricity (a nd ga s ) de cline s  a nd
a s  e le ctricity (a nd ga s ) price s  de cline
D S M ca n be  a  long te rm re s ource
DS M ma y be  vie we d a s  a  s ocia l progra m tha t is  not cos t e ffe ctive , s uch a s  s ome  low
income  DS M progra ms

0 DSM can serve as an environmental resource because it may reduce pollution
associated with power production

RES P ONS IBILITY FOR P ROVIDING DS M:  Wh o  p ro m o te s  DS M?

0
0

4

4

utilities
society in general (through legislation, for example) through building codes, appliance
standards, etc. to promote market transformation
a government agency (or "conservation utility") via a tax on electricity production or
consumption
Energy Service Companies (ESC Os)

P RICING OF DS M: Wh o  p a ys , h o w mu c h , h o w?

9

4

4
9

to what extent should participants (alone) be responsible for paying for DSM in
order to be fair and efficient?
will non-participants balk at paying for others' DSM in a competitive environment?
in a regulated monopoly environment?
should the "rates" for DSM be regulated?
will DSM be billed as a separate (unbundled) service?

IMP LE ME NTATIO N O F  DS M

4
4

do utilities have an advantage in DSM because of their access to customer records?
should utility customer data be made available to ESC Os? are such data
confidential?

i i
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0

O

o

9
o

4
9

o

O

o

will out-of-state suppliers of electricity be subject to Arizona's rules on DSM?
will a third party ("conselvation Utility") be responsible for collecting DSM funds
from a tax on electricity production or consumption?
DSM may become more customized rather than provide generic solutions for a large
group of consumers
industrial customers want choice: they may buy DSM in either packages or pieces
implement DSM through a voluntary or mandatory DSM savings account (paid as
part of the utility bill) in which some or all consumers would pay into an account and
could withdraw the money (perhaps with interest) for approved DSM programs; a
consumer could only withdraw money from his or her own account -- no cross
subsidization
there should be a level playing field for all competitors
some ways that DSM might be handled in a competitive environment:

Totally unregulated (sold on its own merits)
A separate government agency implements DSM

o A quasi-governmental agency collects funds for DSM, but private sector
implements the DSM programs
Three types of DSM programs:

Cost-effective DSM: done by private, non-regulated entity
Socially desired DSM (long payback, hard to measure): funded by tax
revenues, etc.
Customer retention or attraction DSM programs: could be funded by
economic development funds

TRANSACTION COSTS OF PARTICIPATING IN DSM MARKETS

4

4

4

9

0

if transaction costs are high and utilities do not provide DSM, DSM is likely to
diminish greatly and energy inefficiency will increase
transaction costs are decreasing for some commercial and industrial customers
because trade allies are stocldng more energy efficient equipment
some large consumers undertake systematic reviews of DSM and follow through if
DSM is competitive with other organizational objectives & projects
there is a potential risk to utility or ESCO from customers not fulfilling terms of
contract
contracts with variable DSM costs (depending on value of DSM and energy savings)
may be unattractive to either a buyer or seller of DSM services

\

l

if



ENERGY EFFICIENCY & ENVIRQNMENT TASK FORCE MTG (02/28/95)

MARKETING OF DSM IN A COMPETITIVE ENVIRONMENT
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4
o

4

DSM could become a customer-driven service
DSM could be marketed as an energy service by utilities
DSM equipment manufacturers may promote DSM with or without utility programs
DSM could be offered to attract or retain customers
DSM could be marketed as a service that consumers value
DSM could be marketed to promote an energy efficient society (perhaps linked to
energy standards and codes)
DSM could be offered as an unbundled service (which consumers would then be
responsible for bundling with other services), or as part of a package of services
which could include ldlowatt hours of electricity)

selection of DSM services depends on relative importance of demand (kW) and
energy (kph) costs paid by consumer
many consumers may take a short run view of DSM (manifested in a requirement for
very rapid payback)

DSM AS A BUSINESS STRATEGY

4

9

4

o

O

O

e ntitie s  e nga ge d in  ge ne ra tion, tra ns mis s ion, or dis tribution of e le ctricity ma y ha ve
little  in te re s t in  DS M be ca us e  the ir profits  a re  linke d only to  the  volume  of e ne rgy
produce d , tra ns mitte d , o r de live re d , re ductions  in  the  vo lume  of e ne rgy implie s  a
re duction  in  p rofits
u tilitie s  ma y e nga ge  in  DS M on ly to  ke e p  re gu la to rs  ha ppy a nd  ma y d is con tinue
DS M if re gula tory re quire me nts  a re  re la xe d
tra de  a llie s  ca n us e  DS M a s  a  bus ine s s  s tra te gy
ES C Os ' a bility to  s e ll DS M de pe nds  on the ir a bilitie s  to  a ttra ct inve s tors  which, in
turn , de pe nds  on how high (or low) e le ctric  ra te s  a re
in  a  compe titive  e nvironme nt, DS M ma y be  mos t p rofita b le  (to  s upplie rs  o f DS M)
only whe n the  cons ume r us e s  la rge  a mounts  of e le ctricity
ES C Os  te nd to ta rge t only la rge r comme rcia l a nd indus tria l cons ume rs , not s ma lle r
cons ume rs  or re s ide ntia l cons ume rs
DS M is  ofte n offe re d a s  pa rt of a  pa cka ge  of ES CO s e rvice s  (e .g. pla nt ma inte na nce
se rvice s )
ES C Os  ma y or ma y not wis h  to  work with  u tilitie s  in  a  compe titive  e nvironme nt
if re g u la to rs  re q u ire  th e  p ro vis io n  o f DS M b y u tilitie s ,  u tilitie s  ma y b e  a t a  co s t
dis a dva nta ge  (re la tive  to  othe r s upplie rs  of e ne rgy who do not offe r DS M s e rvice s )
be ca us e  of the  cos ts  of the  DS M progra ms
e n e rg y s u p p lie r b u s in e s s  s tra te g ie s  ma y fo cu s  o n ly o n  th e  s h o rt te rm, th e re b y
ove rlooldng  the  long  te rm be ne fits  o f DS M
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RENEWABLES' ISSUES

RENEWABLES AS A RESOURCE: Why promote renewables?

9
9
9
9

4

o

9

0
9

4
4

manufacturing economies of scale will bring down future prices
buying renewables "pays for fuel costs up front"
renewables can replace other energy sources
inclusion of environmental externalities in planning will reflect some of the
advantages of some renewables
central station generation resource (pealing, intermediate resources) -- some
technologies not currently cost effective
distributed generation resource (for end user, or to augment the transmission or
distribution system, or to delay the need to upgrade the T & D system)
o currently cost effective niche applications (e.g. remote water pumping, bus

stop lighting, park lighting)
environmental resource (possibly with less environmental damage that conventional
generation resources)
as a hedge against fuel price uncertainty
some renewables are modular resources whose capacity can be increased slowly or
rapidly as needed
effect of renewables on power quality (e.g. voltage support)
renewable technologies may evolve rapidly, leaving some projects with out-of-date
technology, however, modularity of some technologies may offset this disadvantage

1 Renewables are defined to be "... resources that continuously can be replenished in the course
of natural events within the limits of human time" (Soil Conservation Society of America, Resource
Conservation Glossary, 3rd edition, Ankeny, Iowa, 1982). Common forms of renewable energy
technologies are:

9

4
O
4
4
9

biomass consisting of wood, wood waste, agricultural waste, municipal solid waste, and
landfill and digester gas,
geothermal resources, including hydrothermal resources and hot dry rock
hydropower
photovoltaics powered by sunlight
solar thermal resources (e.g. central receivers, dish Stirling generators)
windrower



organization Name Phone No.

Arizona Corporation Commission Ray Williamson 542-0828

Arizona Corporation Commission Dave Berry 542-0742

Arizona Corporation Commission Kim  Cla rk 542-0824

Navopache Electric Cooperative De nnis  Hus he s (800) 543-6324

Fort Hua chuca Bill S te in (520) 533-1861

Navopache Electric Cooperative P a ul O 'Da ir (800) 543-6324

P la ins  Ele ctric Mark Reedy (505) 889-7320

Arizona Community Action Association Be tty P ru itt 230-8267

Arizona Corporation Commission Bradford Bowman 542-3402

Karsten Manufacturing Corporation Mike  Olive roff 870-5684

Resource Management International, Inc. Ala n P roppe d 258-0234

Fennemore Craig Webb Crockett 257-5333

Arizona Public Service Bill Meese 250-2320

Arizona Public Service Joe Branom 250-2947

R. w. Be ck Kenneth Bagley 263-9771

Arizona  Ele ctric  P owe r Coope ra tive Ga ry J urkin 586-5280

Citizens Utility Company Michae l Newton 692-2780

La w Fund Ric k Gillia m (303) 444-1188

Tucson Electric Power Chuck Miessner 745-3189

Arizona Community Action Association Je ff Schlege l (consultant to ACAA) 797-4392

Salt River Project Steve Hulet 236-2675

Re s ide ntia l Utility Cons ume r Office Da le  Le a ve s le y 542-3733

Southwest Gas Corporation Wally Kolberg (702) 876-7367

Ene rgy Office Maureen Bureson 280-1426

Hone ywe ll J e ff S uthe rla nd 436-2363

IBEW Danny McKinney (405) 947-4391

IBEW Te rry Mille r 275-6222

Trice Electric Cooperative Charles Emerson 744-2944

S ulphur S prings  Va lle y Ele ctric  Coop. Mac Trahan 458-4691

Arizona Public Service P e te r J ohns ton 250-3020
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PROVISION OF RENEWABLES IN A COMPETITIVE ENVIRONMENT

9
Q

Re ne wa ble s  could be  provide d by a ny pa rt of a  re s tructure d e le ctric utility indus try
GEn COs . TRANS COs . DIS COs . e tc
u tilitie s  will like ly offe r thos e  re ne wa ble s  tha t a re  in  the ir be s t in te re s t
wha t ince ntive s  would utilitie s  ha ve  to  inve s t in  re ne wa ble s ?
s a le  of P owe r Ma rke ting  Authoritie s  could  he lp  fund re ne wa ble s  progra ms

MARKETING OF RENEWABLES

4
4*

customer may not see benefits of renewables in short run
customer may not see benefits of renewables if the renewables are sited only at
central station plants
green pricing" can be used to promote distributed renewables to market segments
demanding (and willing to pay for) cleaner power supplies
utilities may market renewables outside their service territories

IMPLEMENTATION STRATEGIES FOR RENEWABLES

4

4

three ways to consider renewables: as generators, as DSM resources, or as customer
services
renewables must be attractive investments for manufacturers & system integrators
some renewables, as central station generators, can't compete on price only
o renewables offer values that are not related to generation of electricity
o we must find ways to calculate the non-traditional values that renewables provide
o examples of these values are in the results of a study of the Kerman, CA PV
system, which includes values for externalities, reliability, loss savings, equipment
replacement and maintenance deferral, transmission capacity deferral, and power
plant dispatch savings
education/information needed so suppliers, electricity generators, transmitters
distributors, and end users all understand appropriate applications and equipment
certitication/standardization may be needed to reduce performance risk of renewables
requires long run view because of need to develop/commercialize some renewable
and because of high capital costs of some renewables (offset by low operating costs)
long term commitment to R&D may be needed to identify and improve applications
and performance, and to help lower costs

but funding for R&D may be eliminated before costs fall
is government needed to undertake research and development and to take
long run view

encouragement of economies of scale in manufacturing to lower costs

I
I

I
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I
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o 4

o

4

4

4
4
4

participation in EPA and other government programs to promote renewables, cost
sharing with government agencies
potential for creating projects with high stranded costs (similar to "PURPA machines"
encouraged by high buyback rates)
blend renewables with cheap government hydropower to encourage development of
renewables
renewables are more attractive if utilities have less stranded investment as a result
of retail wheeling
set asides for renewables
tax incentives
renewable power could be wheeled into Arizona from states with good renewable
resources (wind, geothermal, biomass, etc.)
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SUMMARY OF

THE ENERGY EFFICIENCY AND
ENVIRONMENT TASK F()RCE MEETING

FEBRUARY 28, 1995

WORKING GROUP ON RETAIL ELECTRIC CGMPETITION

The  Worldng Group on Re ta il Ele ctric Compe tition he ld its  initia l me e ting on
January 25, 1995. The  Worldng Group was  subdivided into three  separa te  Task Forces  in
orde r to more  e ffe ctive ly a ddre s s  the  wide  va rie ty of is s ue s  tha t re la te  to re ta il e le ctric
compe tition. These  three  Task Forces  a re : Regula tory, Sys tems  & Marke ts , and Ene rgy
Efficie ncy & Environme nt.

The  work of the  Ene rgy Efficie ncy a nd Environme nt Ta sk Force  wa s  divide d into
four genera l subject ca tegories:

1. DSM/Ene rgy Efficie ncy
2. Re ne wa ble  Ene rgy
3. Environme nt/Exte rna litie s
4. Integra ted Resource  Planning

On February 28, 1995, the  Energy Efficiency and Environment Task Force  he ld its
firs t me e ting a t the  Corpora tion Commis s ion. The  Commis s ion S ta ff coordina te d the
meeting. The  appendix lis ts  the  participants  in the  meeting. The  firs t meeting was  devoted
to discuss ions  of the  firs t two subject ca tegories : DSM/Energy Efficiency and Renewable
Energy. The  remaining subject a reas , Environment/Exte rna lities  and Integra ted Resource
Planning, a re  scheduled for future  mee tings  of the  Task Force .

At the  mee ting on February 28, the  following ques tions  were  used as  a  framework
to e licit bra ins torming responses :

• Which issues related to DSM (Renewables) are important?

Wha t would the  future  for DSM (Re ne wa ble s ) look like  in a  va rie ty of
competitive scenarios?
•

What problems arise  re la ted to DSM (Renewables) in a  competitive  environment?

• How might DSM (Renewables) be  handled under the  options  to be  cons idered?
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The broad-reaching discussion and brainstorming sessions, conducted on February 28,
1995, resulted in over 140 individual ideas and observations. The ideas and observations
have been grouped into major areas of concern and interest as follows:

DSM ISSUES

DSM AS A RESOURCE

RESPONSIBILITY FOR PROVIDING DSM

PRICING OF DSM

IMPLEMENTATION OF DSM

TRANSACr1ON COSTS OF PARTICIPATING IN DSM MARKETS

MARKETING OF DSM IN A COMPETITIVE ENVIRONMENT

DSM AS A BUSINESS STRATEGY

RENEWABLES  IS S UES

RENEWABLES AS A RESOURCE

PROVISION OF RENEWABLES IN A COMPETITIVE ENVIRONMENT

MARKETING OF RENEWABLES

IMPLEMENTATION STRATEGIES FOR RENEWABLES

The following pages highlight the discussions at the February 28, 1995 meeting of the
Energy Efficiency and Environment Task Force.

P a ge  2





SUMMARY OF TAS K FORCE MEETING ON
S YS TEMS AND MARKETS

MARCH 3. 1995

he January 1995 the Commission conducted its list Working Group meeting on retail
electric competition. To review the issues more comprehensively, the Working Group assigned
issues to smaller Task Forces. The System and Markets Task Force held its first meeting on
March 3, 1995, and this report summarizes the discussion at this meeting. A l ist  of  the
participants is provided in Attachment 1

The major values affected by a restructured market were identified at the January 1995
competition workshop. They are economic efficiency; fairness of electric rates, terms, and
conditions; reliability of supply; stability of the investment environment; safety; maintenance and
creation of jobs, and the protection of environmental quality. The broad purpose of the Systems
and Markets Task Force is to identify how various types of market structures might affect these
values

In particular, the objectives of the System and Markets Task Force are to describe the
types of systems and markets that might evolve in different regulatory environments, to explore
relevant implementation issues, and to identify the advantages and disadvantages of each market
structure. The initial meeting focused on identifying the different types of system operational
paradigms and practical issues of implementing the different methods of system operation

How the market is ultimately structured will depend upon whether retail competition is
sanctioned by regulators and to what extent. Three types of regulatory frameworks were
considered: encourage retail competition, allow retail competition in limited market segments
or discourage retail wheeling but encourage efficiency and wholesale competition

Operational Models When Retail Competition is Encouraged

Assuming Utilities  Remain Vertica lly Integrated

The market is described as one in which electricity generation is competitive, but
transmission and distribution systems are not competitive. Some aspects of the transmission and
distribution system may be regulated in some way other than a monopoly service. The group
identified the following types of markets which might function in this environment

A Bilateral Contracts Model. Under this scenario, energy portfolio managers would act
as full service providers utilizing current system operating procedures, or individual
customers may act in their own behalf. New hardware and software technologies may
be required to facilitate transactions. For example, new metering technologies may be
required to match capacity supplies with customer needs. Also, voltage support, spinning
reserve, and other reliability assurance measures may be provided through independent
companies that sell reliability services



Box 1: Operational Models
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Systems and Markets Task Force, Summary of March 3, 1995 Meeting S

2. A Flexible POOLCO Model. A regulated independent system operator (ISO), or
POOLCO, coordinates power production by generators and coordinates sales to users at
a market clearing price. The flexible POOLCO allows for bilateral transactions and spot
market options on POOLCO prices. Because of the potential for monopoly control of
transmission and distribution access and pricing, transmission and distribution would have
to be regulated.

3. An Exclusive POOLCO Model. A regulated ISO controls all power transactions, where
all generators sell to the ISO and all purchasers buy from the ISO. Alternatively, all
generators and purchasers present offers to the ISO and the ISO acts as an auctioneer.
Transmission and distribution services would probably be regulated to limit monopoly
abuses.

To facilitate the discussion,
a few group members illustrated
these concepts with diagrams,
which are reproduced in Box 1.
The diagrams illustrate how
transactions could be made using
current methods of operation or
using a POOLCO model.
Utilizing the current system, a
customer could purchase power
from the generator of choice and
arrange for transmission and
distribution. Alternatively, a full
service provider could maintain a
portfolio of generators and
optimize the power purchase
objectives of their clients.
Transmission and distribution
service also would have to be
arranged.

Under a POOLCO model, generators present offers to the ISO and purchases are made
by consumers or energy portfolio managers at the market clearing price. The POOLCO diagram
pertains to an exclusive POOLCO. However group members indicated that bilateral contracts
could occur outside of the ISO, implying that the POOLCO could also be flexible.

2
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Systems and Markets Task Force, Summary of March 3, 1995 Meeting

Assuming Utilities Divest Generation and Possiblv Transmission Facilities

The market becomes segmented by function and generation companies are expected to
operate in a competitive environment. The following market sectors may develop

POOLCO: As previously described, the POOLCO is a regulated independent system
operator that forms a spot market for short-term dispatch and coordinates power deliveries. The
POOLCO may allow generators and consumers to execute bilateral contracts

GENCO: Generating companies that construct, operate, and maintain power plants

TRANSCO: Companies that construct, operate, and maintain transmission systems

DISCO: Companies that construct, operate, and maintain the distribution wires

RETAILCO: Retail companies that provide electricity and energy services to customers

Operational Models When Limited Retail Competition is Allowed

In an environment that limits competition and, thus, access to the transmission system
several task force members agreed that similar paradigms (Bilateral contracts and POOLCO
models) would emerge but they would reflect access constraints. For example, energy portfolio
managers would operate in open access segments, and POOLCO participation would be limited
to those that qualify for access. Extensive metering probably would not be required and voltage
control may remain each utility's responsibility

Operational Model When Retail Competition is Discouraged

POOLCOs and full service providers would not enter this market. Regulators would
adopt mechanisms, such as performance based rates and flexible pricing, to improve production
efficiencies and utility competitiveness. These topics will also be addressed by the Regulatory
Task Force

Subcommittee Assignments

The Task Force agreed to subdivide into two subcommittees. Each subcommittee has the
same assignment. The agenda and subcommittee assignments are attached



3Némes Organization P hone  #

Bria n Fe llows Arizona Energy Office 280-1427

Gordon Sloan Sulfur Springs Valley Electric Cooperative 384-2221

Kent Rhoton Navopache Electric Cooperative 368-5118

Ke n Wolford Plains Generation & Transmission (505) 889-7670

Troy Ts os ie Diné Power Authority 871-2133

Joe Eichelberger Magma Copper Company 229-4217

Ala n P ropper Resource Management Inc. 258-0234

Kenneth Bagley R.W. Beck 957-2888

Cary Deise Arizona Public Service Co. 250-1232

Charles Reinhold Arizona Power Pooling Association 962-4266

Phil Sa rika s Intel/Arizona Association of Industries 554-1570

Da le Lea ves ley Residential Utility Consumer Office 542-3733

Tim othy Berg Fennemore Craig 257-2421

Wa lly Kolbe rg Southwest Gas Corp. (702) 876-7367

Mike  Rowle y Vision Power Service 898-1841

Mike Ra eder Tucson Electric Power Co. 745-7101

Ma rty S a dler Salt River Project 236-4447

J ohn Underhill Salt River Project 236-3859

Charlie Duckworth Salt River Project 236-2678

Andy Baardson Nordic P ower 296-0162

Lex Smith Brown & Bain 351-8105

Jacque Moore Arizona Community Action Association 230-8267

Choi Lee Phelps Dodge 234-8305

J oe Ca rl IB E W Loca l 1116 792-1475

Bill Turne r 1BEw Loca l 570 622-6745

Dan Austin Electric Clea ring Hous e 852-0512

Barbara Klemstine Arizona Public Service Co. 250-2031

Viced Saddler Arizona Public Service Co.

'Y

Attachment 1
Participants in March 3, 1995, Systems and Markets Task Force Meeting
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S ulfur S prings  Va lley Electric Coopera tive Rick Es kue (520) 384-2221

Plains Electric Mark Reedy (505) 889-7320

Southwest Gas Corp. Brooks Congdon (702) 364-3313

Residential Utility Consumer Office Walt Hoolhorst 542-3733

Energy Strategies, Inc. Rick Anderson (801) 355-4365

Navopache Electric Cooperative Kent Rhoton, Paul O'Dair (520) 368-5118

FCDI1€II1OI'C Craig Webb Crockett 257-5333

Neidlinger & As s ocia tes Dan Neidlinger 258-2343

City of Mes a Darrel Pickoff 644-2265

Citizens Utilities Co . Kim Keener (520) 692-2787

Salt River Project Diane Evans 236-5536

Arizona Utility Investors Association Bill Meek, TJ  Ta ub 230-0428

Arizona Electric Power Cooperative Patricia Cooper (520) 586-5104

Irena  Ca llahan (520) 586-5129

Arizona Dept. of Commerce Stephen Afeard 280-1423

Brown & Bain Lex Smith 351-8105

Phelps Dodge Choy Lee 234-8305

Tucson Electric Power Co . Steve Glaser 884-3601

Cyprus Climax Metals Co . Mike McElrath 929-4507

Trico Electric Coopera tive Marv At fey 744-2944

Arizona Community Action Association Jeff Schlegel (consultant to ACAA) (520) 797.4392

Beta Pruitt 230-8267

Douglas C. Nelson PC Doug Ne ls on 230-7771

R.W. Beck Ken Bagley 957-2888

R MI Ala n P ros per 258-0234

Arizona Public Service Co . Gay Volkenant 250-2635

Barbara Klemstine 250-2031

Herbert Zinc 250-3648

Tom Broderick 250-2584

1
4 i t  e r9 e e l letSteve 382-6327
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Options
Values

Ewnumic
Efficiency

Consumer Respltlrnsibility
for Prudent Capacity

Other

Utility wries off nr
writes down assets

nr
Utility sells assets at
mark value

price of electricity should tend
toward marginal cost,
increasing efficiency of
energy/power choices,
'introduction of retail wheeling
creates new risk that may
affect cost of capital

perception that bypasses
are avoiding payments for
previous investments to
serve them

insolvent/bankrupt
utility may not be
able to serve rural
areas & no other
suppliers may enter
market

Utility recovers so.
the l`¢"¢I\trY or
exit fees

price of electricity > marginal
cost leading to inefficient
energy/power choices

as a group, beneficiaries
of past investments pay
for those investments ,

Utility recovers s.i.
thru transmission
charges

price of electricity > marginal
cost leading to inefficient
CIl¢I'gy/pow¢1' choices

as a group, beneficiaries
of past investments pay
for those investments ,
however, these options
may reallocate costs more
heavily on low income
consumers and OD
remaining utility
customers, other users
may also pay for s.i. in
wheeling charges

Utility rwovas s.i.
mm distribution
changes

Utility transfers s.i.
to transmission co.
8: transmission of.
recovers s.i. thru
its charges

Utility recovers s.i.
thru rates to i t s
customers

price of electricity > marginal
cost leading to inefficient
energy/power choices

perception that bypassing
consumers are avoiding
payments for previous
investments to serve them,
these options may
reallocate costs more
heavily on low income
consumers

could exacerbate
attempts at bypass

Utility charges pre-
exit fee on all
cusrtmners before
s.i. experieneexl

Utility offsas s.i.
thru sale of new
services or sales to
new customers

price of electricity should tend
toward marginal cost,
increasing efficiency of
energy/power choices

perception that consumers
are avoiding payments for
previous investments to
serve them

Mixture of options effect of impacts depends on the mixture of options selected

4

u

J
* Table 2. SOCIETAL IMPACTS OF STRANDED INVESTMENT\

c:\com pete\report\mar8mtg.rpt 7 D RA F T
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Options

Who Bears Cost of Stranded Investment?

Utility/
Investors

Ut i l i ty
Ratepayers

BYPWSSWI8
Consumers

Others

Utility writes off or
writes down assets

share values diminish;
for coops U.S. govt
loans may not be
repaid as quickly

higher cost of
capital due to
greater riskiness of
utility business

property IaX
payments could
decline

Utility sells asses at
market value

same as above same as above same as above

Utility recovers s.i.
thru re-entry or
exit fees

raises effective
electricity price
of bypassed

Utility recovers s.i.
thru transmission
charges

dl consumers of electricity pay for
stranded investment (if transmission
service used)

seller may
absorb some of
charges to nuke
sale

Utility recover s.i.
thru dinribusion
£hRllg€s

all consumers of electricity pay for
stranded investment (if distribution
service used)

Utility traamsfers s.i.
to transmission co.
& transmission of.
recovers s.i. thru
its charges

all consumers of electricity pay for
stranded investment (if transmission
service used)

other users may
also pay for s.i.
in wheeling
charges

Utility reeovas so.
thru rates to its
customers

ratepayers pay for
s.i., but higher
rates may
exacerbate attempts
at bypass

more
consumers
bypass utility

Utility charges pre-
exit fee on all
customers before
s.i. experienced

ratepayers pay for
s.i., but higher
rates may
exacerbate attempts
at bypass

more
consumers
bypass utility

Utility offsets s.i.
through sales of
new services or
sales to new
customers

may mitigate or offset
impact on investors

possibly higher risk
to utility & higher
cost of capital

p r o w ta.x
payments could
decline

Mixture of options distribution of impacts depends on the mixture of options selected

\f

s »

Ta b le  1 .  WHO BEARS  THE COS TS  OF  S TRANDED INVES TMENT?

c:\compete\report\mar8mtg.rpt 6 D RA F T
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intervention.

Among the actions which the Commission might take to reduce transaction costs are:

4 Educating consumers about the elements of electric energy services and factors
affecting transaction costs.

4 Developing optional standardized contracts for small consumers which would
leave prices open to negotiation but could have a menu of options and clear
delineation of buyers' and sellers' responsibilities regarding quality of service and
price and performance expectations. Such contracts may be useful, but some
members of the Task Force expect that small consumers would not bother to read
or evaluate the contracts. Further, some Task Force members argued that
standardized contracts will quickly evolve in the marketplace, anyway, to reduce
transaction costs a

4 Lice ns ing a nd re gula ting s upplie rs  to e ns ure  cons ume r prote ction, e s pe cia lly
re s ide ntia l a nd sma lle r comme rcia l a nd indus tria l consume rs .

4 Resolving disputes between buyers and sellers. Disputes could arise from
possibly Misleading sales offers,3 from situations in which the consumer's pattern
of demand varies from the pattern assumed at the time the contract was written,
and from situations which are not addressed in the contract. The role of the
Commission may be limited because buyers and sellers could be located in
different jurisdictions." Further, if there are numerous disputes, the Commission
could be overwhelmed by the volume of activity.

3 For example, in competitive telecommunications markets, some providers engage in "slamming" in which
the consumer's long distance provider is changed without the consumer's knowledge or consent. One Task Force
member proposed that a similar strategy in electricity could be called "shocking. "

4 Contracts could specify the jurisdiction where disputes would be resolved.

c:\compete\report\mar8mtg.rpt 5 D R A F T
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Task Force on Regulatory Issues -- Summary of Meeting of March 8, 1995
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Susan Woodwardz as the costs of

0
0
4
0
4
0

O

funding suppliers or customers
inspecting goods
seeking agreeable terms
writing exchange agreements
making contracts enforceable
taking precautions against potential expropriation of the value of investments
relying on contractual performance
monitoring, administering, & enforcing contractual terms

With regard to retail electric competition (including retail wheeling, self generation, and
other distributed energy resources), typical causes of transaction costs, for both buyers and
sellers, could hex.

0
0
O
0
O

4

9

O

4
0

the costs of determining the market prices
the costs of consumer protection from misunderstandings or fraudulent practices
the costs of protecting sellers from undue liability
the costs of learning about the unbundled elements of electricity supply
the costs of managing power quality (such as interruptions or voltage
fluctuations)
the costs of developing contractual arrangements to manage uncertainties about
future fuel, operating, maintenance, and capital costs of providing electric energy
services
the costs of developing contractual arrangements to mange the risks of price
instability
the costs of developing and enforcing performance expectations (such as
reliability of supplies or impacts of consumer operational fluctuations)
the costs of obtaining regulatory approvals
the costs of managing different regulatory or contractual obligations in different
jurisdictions

High transaction costs (relative to the benefit of electric energy services) may prevent
residential and smaller commercial and industrial consumers from participaMg in a competitive
market for electricity. Thus, there may be a benefit to endeavoring to reduce transaction costs .
The Task Force discussed possible roles for regulators in helping to reduce transaction costs,
especially in the beginning of a transition to full competition when consumers are likely to be
confused. However, market forces may be able to reduce transaction costs without regulatory

2 "The Firm is Dead, Long Live the Firm," Journal of Economic Literature, March 1988, pp. 66-67.

c:\compete\report\mar8mtg.rpt 4 D RA F T
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0 Estimates can be made of the magnitude of stranded investment in Arizona, but
those estimates will reflect the underlying assumptions used in the forecast.

4 Errors in estimates of stranded investment can have a major impact on parties
responsible for paying for that stranded investment and on the utility .

4 The magnitude of stranded investment is expected to change over time as
conditions, such as those listed above, change.

4 For regulatory purposes, the magnitude of stranded investment could be either
forecast once at the time retail wheeling is introduced or revised on a regular
basis taking into account market developments .

0 If utilities sell some assets at market value, the market value will reflect stranded
investment due to expected or actual regulatory changes pertaining to retail
wheeling and will reflect other causes of stranded investment, if any, as well as
factors that would increase the asset value above book value.

4 The concept of stranded investment (due to regulatory changes pertaining to retail
wheeling) applies to the entire utility system and the magnitude of stranded
investment cannot be inferred from the market value of only some assets.

4 If  regulators require that utilities divest themselves of generating assets
simultaneously, the market value of generation assets could be depressed because
of a temporary glut of supply resources being sold.

4 Utilities may offset stranded investment through increased sales in a competitive
environment, through introduction of new services, and through general growth
in the regional economy .

The Task Force considered several options for dealing with stranded investment and
identified the parties who would likely bear the costs of stranded investment under each option
(Table 1). In addition, the Task Force identified the societal impacts of the treatment of
stranded investment (Table 2) .

TRANSACTION COSTS

Transaction costs are the costs of participating in the market, i.e. the costs of gathering
and processing information on price and quality, and the costs of managing price and
performance risks. Elements of transaction costs have been described by Arden Alchian and

c:\compete\report\mar8mtg.rpt 3 D RA F T
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Task Force on Regulatory Issues -- Summary of Meeting of March 8, 1995 v

investment." Scott Hempling, Kenneth Rose, and Robert Bums, The Regulatory
Treatment of Embedded Costs Exceeding Market Prices: Transition to a Competitive
Electric Generation Market, prepared for the National Association of Regulatory Utility
Commissioners, November 1994. p. 5.

Individual Task Force members emphasized several features of stranded investment:

9 The stranded investment of interest is the difference in the present value of the
net revenue streams with and without a change 'm regulation allowing retail
wheeling, other forms of stranded investments may also occur as part of a
utility's nonna business risk under traditional regulation.

6 Regulatory assets such as deferrals of costs allowed by regulators can be stranded
as a result of allowing retail wheeling.

4 For the purposes of this investigation, stranded investment applies only to
prudently incurred costs.

0 There may also exist "stranded benefits" as a result of a change in regulation
allowing retail wheeling such as opportunity costs of not continuing utility
demand side management programs, these kinds of stranded benefits are not
stranded investments.

MAGNITUDE OF STRANDED INVESTMENT

The major points raised regarding the magnitude of stranded investment were :

4 The consensus of opinion today is that introduction of retail wheeling in Arizona
will result in stranded investment; theoretically, stranded investment could be
negative indicating that the market value of utility assets would increase if retail
wheeling is introduced

4 The magnitude of stranded investment is unknown; it will depend on such factors
as fuel prices, when independent power producers enter the Arizona market, the
nature and timing of retail wheeling, and the period over which existing utility
facilities are depreciated

McCullough and Brown suggest that altering depreciation schedules can lower utility costs and hence
reduce the magnitude of stranded investment: Robert McCullough and Ruben Brown, "Electric Industry
Restructuring: The Effect on Rates Nationwide," Fortnightly, July 15, 1994: 20-25

c:\compete\report\mar8mtg.rpt D RA F T
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4 S UMMARY OF REGULATORY TASK FORCE MEET ING

MARCH 8,  1995

WORKING GROUP ON RETAIL ELECTRIC COMPETITION

In the January 25, 1995 meeting of the Working Group on retail electric competition, the
working group was divided °mto three Task Forces to better focus on specific issues related to
retail electric competition. The Regulatory Task Force was formed to address stranded
investment, alternative rate regulation, the utility's obligation to serve, transaction costs of
participating in the market, dispute resolution, legal and jurisdictional matters, and related
issues. On March 8, 1995, the Regulatory Task Force held its first meeting at the Corporation
Commission. Staff coordinated the meeting. The appendix lists the participants in the meeting.
In addition, Com1nissionerMarcia Weeks attended the meeting .

The first meeting was devoted to discussions of stranded investment, transaction costs,
and dispute resolution. The discussions are summarized in the following sections. The Task
Force also set up a subcommittee to address legal issues. That subcommittee tentatively set its
first meeting for March 29, 1995 .

The Staff will draft  an agenda for  the next Regulatory Task Force meeting and will
schedule a date for that meeting .

DEFINITIONS OF STRANDED INVESTMENT

Several definitions of stranded investment were discussed:

1) "Util ity plant not used in the provision of  util ity service due to technological
obsolescence or market changes" P. U.R. Glossary for Utility Management, 1992.

2) "...Investment in generation, transmission, or distribution facilities whose market value
is less than the net book value of those facilities (i.e. less than the cost of the facilities
minus accumulated depreciation)." Sta# Report on the Retail Electric Competition
Workshop, October 1994, p. 10.

3) "Where a customer has a legal obligation to bear certain costs, and finds a way to avoid
that obligation, the costs are truly 'stranded.' 'Stranded' cost, therefore, results not
merely from costs exceeding market, but from customers leaving without paying costs
incurred on their behalf. Put another way, the term 'stranded' should apply only where
there is a violation of a quid pro quo. There is a violation of a quid pro quo where (a)
the utility was compelled (by contract or franchise) to make an investment and (b) a
customer for whom the investment was intended avoids its cost responsibility for that

c:\com pete\report\mar8mtg.rpt 1 D RA F T
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Retail Competition is Discouraged
Regulatory Incentives Model

Advantages :

Disadvantages:

Other Comments:



Retail Competition is Discouraged

Major Functions Regulatory Incentives Model Characteristics

System Operation

Power Pricing

Settling Imbalances

Generation Construction
& Operation

Transmission
Construction, Operation,
& Access

Transmission Pricing

Sys tem Relia bility

Retailing

Other

TABLE 7
CHARACTERISTICS OF THE MODEL:  CASE 3
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Limited Retail Competition is Allowed
POOLCO Model

Advantages:

Disadvantages :

Other Comments:

4

w»

TABLE 6, Continued
CHARACTERISTICS OF THE MODEL: CASE 2-B
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Limited Retail Competition is Allowed

Major Functions

System Operation

Power Pricing

Settling Imbalances

Generation Construction
& Operation

Transmission
Construction, Operation,
& Access

Transmis s ion Pricing

Sys tem Relia bility

Retailing

Other

POOLCO Model Characteristics

\ TABLE 6
CHARACTERISTICS OF THE MODEL: CASE 2-B



Limited Retail Competition is Allowed
Bilateral Contracts Model

Advantages :

Disadvantages:

Other Comments:

r

TABLE 5, Continued
CHARACTERISTICS OF THE MODEL: CASE 2-A



Limited Retail Competition is Allowed

Major Functions Bilateral Contracts nude Characteristics

System Operation

Power Pricing

Settling Imbalances

Generation Construction
& Operation

Transmission
Construction, Operation,
& Access

Transmis s ion Pricing

S ys tem Relia bility

R€t8i1iDg

Other

\

TAB LE  5
C HAR AC TE R IS TIC S  O F  THE  MO DE L:  C AS E  2 -A
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Retail Competition is Encouraged
Divested Utility Model

Advantages:

Disadvantages :

Other Comments:



Retail Competition is Encouraged

Maj or Functions

System Operation

P ower P ricing

Settling Imbalances

Generation Construction
& Operation

Transmission
Construction, Operation,
& Access

Transmis s ion Pricing

System Reliability

Retailing

Other

Divested Utility Model Characteristics

4 TAB LE  4
C HAR AC TE R IS TIC S  O F  THE  MO DE L:  C AS E  1 -D

a l



Other Comments:

Retail Competition is Encouraged, Utilities Remain Vertically Integrated

Exclusive POOLCO Model

Advantages :

Disadvantages:

mL

r

4

TABLE 3, Continued
CHARACTERISTICS OF THE MODEL: CASE 1-C
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Retail Competition is Encouraged, Utilities Remain Vertically Integrated

Major Functions Exclusive POOLCO Model Characteristics

System Operation

P ower P ricing

Settling Imbalances

Generation Construction
& Operation

Transmission
Construction, Operation,
& Access

Transmission Pricing

Sys tem Relia bility

Retailing

Other

TABLE  3
C HAR AC TE R IS TIC S  O F  THE  MO DE L:  C AS E  1 -C
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Retail Competition is Encouraged, Utilities Remain Vertically Integrated

Flexible POOLCO Model

Advantages :

Disadvantagesl

Other Comments:



Retail Competition is Encouraged, Utilities Remain Vertically Integrated

Major Functions Flexible POOLCO Model Characteristics

System Operation

Power Pricing

Settling Irnbadances

Generation Construction
& Operation

Transmission
Construction, Operation,
& Access

Transmission Pricing

Sys tem Reliability

Retailing

Other

s TABLE 2
CHARACTERISTICS OF T H E  M O D E L: C AS E  1 -B
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Retail Competition is Encouraged, Utilities Remain Vertically Integrated

Bilateral Contracts Model

Advantages :

Disadvantages:

Other Comments:

TABLE 1, Continued
CHARACTERISTICS OF THE MODEL: CASE 1-A

x



Retail Competition is Encouraged, Utilities Remain Vertically Integrated

Major Functions Bilateral Contracts Model Characteristics

System Operation

Power Pricing

Settling Imbalances

Generation Construction
and Operation

Transmission
Construction, Operation,
& Access

Transmission Pricing

Sys tem Relia bility

Retailing

Other

*w
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f
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I

TAB LE  1
C HAR AC TE R IS TIC S  O F  THE  MO DE L:  C AS E  1 -A
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AGENDA AND AS S IGNMENT
S YS TE MS  AND MARKE TS  TAS K F ORCE  S UBCOMMITTE E  ME E TINGS

AP RIL 3, 1995

Arizona Public Service Company, 3rd Floor
400 North Fifth Street, Phoenix

AGENDA

9:00-9:15 All committee members: meet in the Camelview Room at APS to discuss agenda and assignment.

9:15-12:00 Subcommittees break out into two groups and work through assignment -- see attached list to
determine your subcommittee. New participants will be randomly assigned to a subcommittee.

12:00-1:00 Lunch on your own.

1:00-2:15 Complete subcommittee assignment and prepare summary.

2:30-4:30 All committee members: meet in the Camelview Room for presentation of summaries and
discussion.

AS S IGNMENT

Complete Tables 1-7 titled "Characteristics of the Model." To complete the tables, fill in blank rows of the
column titled "Model Characteristics" with key features that describe how major functions of the model would be
implemented. On the reverse side of each page, list the advantages and disadvantages of each model. The tables
should provide general descriptions for each of the following operational paradigms:

Retail Competition Ly Encouraged
Table 1, Case 1-A:
Table 2, Case 1-B:
Table 3, Case 1-C:
Table 4, Case 1-D:

Utilities Remain Vertically Integrated Bilateral Contracts Model
Utilities Remain Vertically Integrated, Flexible POOLCO Model
Utilities Remain Vertically Ixmtegrated, Exclusive POOLCO Model
Divested Utility Model

Limited Retail Competition is Allowed
Table 5, Case 2-A: Bilateral Contracts Model
Table 6, Case 2-B: POOLCO Model

Retail Competition is Discouraged
Table 7, Case 3: Regulatory Incentives Model

l l
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SYSTEMS AND MARKETS TASK FORCE SUBCOMMITTEES
ASSIGNMENT OF MEMBERS

*

Vu

Subcommittee A Subcommittee B

Alan Prosper
Cary Deise
Phil Sarikas
Lex Smith
Joe Carl
Dan Austin
Charlie Duckworth
Mike Raezer
Dale Leavesley
Charles Reinhold
Troy Tsosie
Ken Wofford
Brian Fellows
Wally Kolberg
Prem Bahl
Ray Williamson

John Underhill
Mike Rowley
Choi Lee
Bill Turner
Barbara Klemstine
Vicki Saddler
Andy Baardson
Marty Sadler
Timothy Berg
Kenneth Bagley
Joe Eichelberger
Kent Rhoton
Gordon Sloan
Jacque Moore
Kim Clark
David Berry

Note : Additional participants will be randomly assigned to a subcommittee.


